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Audits of Brokers and Dealers in Securities
NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors of financial 
statements of brokers and dealers in securities with an overview of recent 
economic, industry, regulatory, and professional developments that may 
affect the audits they perform. This document has been prepared by the 
AICPA staff. It has not been approved, disapproved, or otherwise acted on 
by a senior technical committee of the AICPA.
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Accounting and Auditing Publications
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Securities Industry 
Developments—1996/97
Industry and Economic Developments
Strength in the major financial markets, along with effective cost con­
trols, led the brokerage industry to a strong first half in 1996. Revenues 
from all lines of business—principal transactions (meaning, firms trad­
ing on their own account), commissions, investment banking, and asset 
management—rose sharply during this period. As a result, net income 
for many brokerage firms reached levels not seen since 1993. The fac­
tors that have contributed to the industry's success, along with the 
possible audit implications, include the following.
• Trading volume. The average daily volume of stock trading was 
almost double that of 1990 levels, and continues to trend upwards. 
Eight out of ten of the highest trading days took place during 1996. 
In fact, the busiest day on record occurred in July when a 
combined volume of more than 1.5 billion shares traded on the 
New York and the National Association of Security Dealers and 
Quotation Analysts (NASDAQ) exchanges. Accordingly, there 
was a significant increase in broker commissions derived from buy 
and sell transactions on the sales of domestic stocks and bonds 
totaling $476.8 billion, a 47 percent increase over the first half of 
last year. When documenting their understanding of a broker- 
dealer's internal control and assessing control risk, as required by 
AICPA Statement on Auditing Standards (SAS) No. 55, Considera­
tion o f the Internal Control Structure in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 319A),1 auditors 
may wish to consider the impact of sudden and significant 
increases in trading activity whether they are isolated events or 
sustained conditions. Auditors may also wish to consider the 
effect of such circumstances on the potential for an increased risk
1 SAS No. 78, Consideration of Internal Control in a Financial Statement Audit: An 
Amendment to SAS No. 55, revises the definition and description of internal control 
and makes conforming changes to relevant terminology. SAS No. 78 was issued in 
December 1995 and is effective for audits of financial statements for periods 
beginning on or after January 1 ,  1997. See "New Pronouncements" in the "Audit 
Issues and Developments" section for further discussion of this matter.
5
of material errors and irregularities, and whether reportable con­
ditions, as defined in SAS No. 60, Communication o f Internal Control 
Structure Related Matters Noted in an Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 325) may exist. Auditors should also be 
aware of their responsibilities with respect to material inadequa­
cies in internal control pursuant to the Securities and Exchange 
Commission's (SEC) rule 17a-5(h)(2), and, where appropriate, the 
Commodity Futures Trading Commission's (CFTC) regulation 
1.16(c)(5).
Underwriting activities. Many brokerage entities have benefitted 
from the stock underwriting boom that began in the second quar­
ter. Stock underwriting volumes are running at a near record pace 
and are expected to eclipse strong 1995 totals. Though rising inter­
est rates may put a damper on some debt offerings, overall stock 
and bond issuance climbed 31 percent in the second quarter to 
$237 billion, pushing disclosed fees for underwriting debt and eq­
uity deals to a record $2.9 billion (up 70 percent from the same 
period last year). Some of the audit implications germane to the 
area of underwriting are discussed in the "Audit Issues and Devel­
opments" section of this Audit Risk Alert under "Underwriting 
Activities." It should be noted that the increase in underwriting 
activity is likely to result in a greater number of engagements to 
provide underwriters with comfort letters. Though not directly re­
lated to the audits of broker-dealers, auditors involved in such 
engagements should be aware of the recently issued Statement on 
Auditing Standards (SAS) No. 76, Amendments to SAS No. 72, Let­
ters for Underwriters and Certain Other Requesting Parties 
(AICPA, Professional Standards, vol. 1, AU sec. 622), the provisions 
of which are discussed in the "New Pronouncements" section of 
this Audit Risk Alert.
One of the most lucrative segments of the underwriting business 
relates to initial public offerings (IPOs). Sales of IPOs nearly tri­
pled in the second quarter of 1996 to $18.6 billion (compared to 
$6.7 billion for the same period last year), breaking the record of 
$12.2 billion set in the fourth quarter of 1995. However, a tumultu­
ous stock market in July had a dampening effect on IPOs, particu­
larly for companies without a track record of earnings. Given the 
sharp decline in stock prices, it became extremely difficult to pro­
ceed with new issues and a number of IPOs were postponed. A 
subsequent market turnaround did improve the outlook for many 
IPOs, but for others the delay lingered. For such IPOs, auditors 
should consider examining relevant underwriting agreements to 
which the broker-dealer is party in order to determine whether
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provisions for losses arising from unfulfilled underwriting com­
mitments are necessary, and if so, whether they have been appro­
priately reflected in the financial statements by management.
• Mergers and acquisitions. A high level of corporate merger and ac­
quisition activity during the first half of 1996 drove up investment 
banking revenues for many brokerage firms. Mergers and acquisi­
tions have also increased within the securities industry itself. Re­
structuring often accompanies such activities as redundant 
functions are eliminated and existing areas streamlined. Further 
consideration of this matter is discussed in the "Accounting Issues 
and Developments" section of this Audit Risk Alert under "Re­
structurings." Additionally, auditors who are called upon to per­
form agreed-upon procedures in due diligence engagements 
relating to mergers and acquisitions should be aware of the follow­
ing recently issued pronouncements, the provisions of which are 
discussed in the "New Pronouncements" section of this Audit Risk 
Alert: SAS No. 75, Engagements to Apply Agreed-Upon Procedures to 
Specified Elements, Accounts, or Items o f a Financial Statement 
(AICPA, Professional Standards, vol. 1, AU sec. 622), and Statement 
on Standards for Attestation Engagements (SSAE) No. 4, Agreed- 
Upon Procedures Engagements (AICPA, Professional Standards, vol. 1, 
AT sec. 600).
• Continued bull market. As the Dow Jones Industrial Average con­
tinued to climb through the early part of the year, brokerage firms 
generated higher revenues from their own trading activities. How­
ever, the dramatic market decline during the summer months may 
have caused some broker-dealers to implement riskier hedging 
strategies to offset future market downturns. Those strategies may 
include the use of complex financial instruments including deriva­
tives. It is essential that auditors understand both the economics of 
the derivatives used and the nature and business purpose of the 
broker-dealer's derivatives activities. If derivatives are accounted 
for as hedges of recorded assets or liabilities or of anticipated 
transactions, auditors should review the appropriateness of the 
use of hedge accounting, based on the criteria set forth in relevant 
accounting literature.
Some industry observers expect the strong revenue growth to con­
tinue through year end given the upward trends in underwriting, and 
mergers and acquisition activity, along with continued active trading 
by both individual and institutional investors. However, the industry 
is cyclical in nature, with profits largely a function of the market envi­
ronment and the direction of interest rates, and vulnerable to any se­
vere retreat in the stock market.
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Regulatory and Legislative Developments
Justice Department Action
After a two-year probe into alleged price fixing on the NASDAQ 
exchange, the United States Justice Department and two dozen securi­
ties firms agreed to settle the government's civil complaint charging 
antitrust violations. Specifically, these securities firms were accused of 
keeping the spread between buy and sell prices for NASDAQ stocks 
artificially high while, at the same time, intimidating rival brokerage 
firms that did not follow this practice. The settlement, which some 
analysts predict may cost the industry more than $50 million in the first 
year alone, calls for the following:
• The random taping of conversations on over the counter trading 
desks
• Stepped up monitoring of NASDAQ traders' conversations by in­
ternal compliance officers
• Future legal sanctions for firms that engage in collusive behavior
• Semiannual briefings for traders by securities firms on the restric­
tions set forth under the settlement
• The filing of detailed reports certifying compliance with the terms 
of the settlement agreement
Further discussion of this matter is undertaken in the "Audit Issues 
and Developments" section of this Audit Risk Alert under "Illegal Acts 
by Clients."
Commodities Futures Trading Commission—Issuance of 
Final Rules
Broker-dealers that are also commodities brokers must consider the 
rules and regulations of the CFTC. The CFTC was created by Congress 
in 1974 and is the Federal agency with regulatory and oversight 
responsibility for the trading of commodity futures and options con­
tracts on the United States futures exchanges. Since 1982, the CFTC has 
also regulated operations on futures contracts and options on physical 
commodities trading on commodity markets. On May 1, 1996, the 
CFTC issued its final rules, which became effective on May 31, 1996, 
addressing early warning reporting requirements; minimum financial 
requirements; prepayment of subordinated debt; gross collection of 
exchange-set margin for omnibus accounts; and capital charge on re­
ceivables from foreign brokers. Specifically, the CFTC adopted amend­
ments to the following:
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• Rule 1.12, sets forth the financial early warning repurchase agree­
ment requirements for futures commission merchants (FCMs) and 
introducing brokers (IBs), that are intended to provide the CFTC 
and industry self-regulating organizations (SROs) with sufficient 
advance notice of a firm's financial or operational problems and to 
take necessary protective or remedial action to ensure the safety of 
customer investments and the integrity of the marketplace. The 
amendments to this rule, which would be applicable to FCMs 
only, will—
— Require the reporting of a decrease in net capital of 20 percent 
or more within two business days and a planned reduction in 
excess adjusted net capital of 30 percent or more two business 
days prior thereto, and to make that provision applicable to all 
FCMs, rather than just those FCMs subject to the risk assess­
ment reporting requirements of CFTC Rule 1.15
— Require the reporting of a margin call that exceeds an FCM's 
excess adjusted net capital that remains unanswered by the 
close of business on the day following the issuance of the call
— Require reporting by an FCM whenever its excess adjusted net 
capital is less than 6 percent of the maintenance margin re­
quired to support positions of noncustomers carried by the 
FCM, unless the noncustomer is itself subject to the CFTC's 
minimum financial requirements for an FCM or the SEC's 
minimum financial requirements for a securities broker- 
dealer.
• Rules 1.17(a)(l)(i) and (ii) were amended in order to—
— Increase the minimum required dollar amount of adjusted net 
capital for FCMs from $50,000 to $250,000
— Increase the minimum required dollar amount of adjusted net 
capital for IBs from $20,000 to $30,000
— Make the amount of adjusted net capital required by a regis­
tered futures association for its member FCMs and IBs an ele­
ment of the CFTC's minimum financial requirements for 
FCMs and IBs
• Rule 1.17(h)(2)(vii) was amended with respect to the procedure to 
obtain approval for prepayment of subordinated debt.
• Rule 1.58, which governs gross collection of exchange-set margins 
for omnibus accounts carried by FCMs for foreign brokers was 
also amended.
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According to the CFTC, the 5 percent capital charge for unsecured 
receivables from a foreign broker will not apply in the following in­
stances.
1. The receivables represent deposits required to maintain futures or 
options positions
2. The foreign broker has been granted comparability relief under 
CFTC Rule 30.10
3. The asset is held in accordance with the relevant grant of relief 
under Rule 30.10 at the foreign broker, with another foreign bro­
ker that has been granted comparability relief under Rule 30.10, or 
a depository in the same jurisdiction as either foreign broker in 
accordance with Rule 30.7
Private Securities Litigation Reform Act
The Private Securities Litigation Reform Act of 1995 (the Act) became 
effective on December 2 2 , 1995 (though not applicable to pending law­
suits), when Congress overrode a presidential veto. It offers significant 
relief to the accounting profession from class action securities lawsuits 
relating to publicly held entities. Such lawsuits will be more difficult to 
file through the imposition of tougher requirements on plaintiffs and 
their attorneys. Limitations are placed on accountants' liability and a 
safe harbor is created for certain projections of financial performance. 
The legislated reporting responsibility of auditors will be expanded to 
include a requirement for auditor notification to the SEC of illegalities 
not appropriately addressed by management.
The Act requires that audits of financial statements by independent 
public accountants include the following:
• Procedures to identify illegal acts and related-party transactions 
that would have a direct and material effect on the determination 
of financial statement amounts
• An evaluation as to whether there is substantial doubt about the 
ability of the entity to continue as a going concern in the sub­
sequent year
The Act also requires auditors who become aware that an illegal act 
has or may have occurred to determine the possible effect of fines and 
other factors on the financial statements. Auditors must then inform 
the entity's audit committee (or in the committee's absence, the board 
of directors) of their findings. If the auditor determines that there has 
been no timely and appropriate response to their notification, the audi­
tor must forward that conclusion to the entity's board of directors. The
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board is then required to notify the SEC of that report within one busi­
ness day, providing the auditor with a copy. If the auditor does not 
receive a copy, the auditor must forward the report of illegal acts to the 
SEC within the next business day.
Securities and Exchange Commission Proposal to Implement 
Private Securities Litigation Reform Act
The SEC has released a proposed rule designed to implement the 
requirements of section 10A of the Securities Exchange Act of 1934 
which was added by Title III to the Private Securities Litigation Reform 
Act of 1995, which is discussed above. The proposal will incorporate 
the statutory provisions of Section 10A into the Exchange Act Rules 
and Regulation S-X. The statutory provisions of Section 10A, which 
codifies certain professional auditing standards and expands the audi­
tors reporting obligations, can be summarized as follows:
Section 10A(a)—Auditor Responsibilities. This section requires that 
audits of registrants' financial statements include the following:
• Procedures designed to provide reasonable assurance of detecting 
illegal acts that would have a direct and material effect on the 
determination of financial statement amounts
• Procedures designed to identify related party transactions that are 
material or otherwise require disclosure
• An evaluation of whether there is substantial doubt about the reg­
istrant's ability to continue as a going concern during the ensuing 
fiscal year
These requirements appear to be consistent with generally accepted 
accounting principles. In fact, footnote 5 of the release specifically re­
fers to the following for "standards addressing those procedures man­
dated by section 10A":
• SAS No. 54, Illegal Acts (AICPA, Professional Standards, vol. 1, AU 
sec. 317)
• SAS No. 45, Omnibus Statement on Auditing Standards—1983: Re­
lated Parties (AICPA, Professional Standards, vol. 1, AU sec. 334)
• SAS No. 59, The Auditor's Consideration o f an Entity's Ability to Con­
tinue as a Going Concern (AICPA, Professional Standards, vol. 1, AU 
sec. 341)
• SAS No. 64, Omnibus Statement on Auditing Standards— 1990 
(AICPA, Professional Standards, vol. 1, AU sec. 341)
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• SAS No. 77, Amendments to Statement on Auditing Standards No. 22, 
Planning and Supervision, No. 59, the Auditor's Consideration of 
and Entity's Ability to Continue as a Going Concern, and No. 62, 
Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 341)
• SAS No. 53, The Auditor's Responsibility to Detect and Report Errors 
and Irregularities (AICPA, Professional Standards, vol. 1, AU sec. 316)
In addition, the definition of "illegal acts' is consistent with that used 
in SAS No. 54.
Section 10A (b)—Auditor Reporting o f Illegal Acts. This section con­
tains provisions that would require the auditor to report certain illegal 
acts directly to the SEC if the registrant fails to do so. If the auditor 
becomes aware of information indicating that an illegal act (whether or 
not material) has occurred or may have occurred, then the auditor 
would be required "in accordance with GAAS" to determine whether 
it is likely that an illegal act has occurred and, if so, it's possible effect 
on the financial statements. The auditor would be required to inform 
the registrant's management of the illegal act "as soon as practicable." 
In addition, the auditor must gain assurance that the registrant's board 
of directors was adequately informed of any detected illegal act. GAAS 
already contains similar notification requirements; Section 10A(b) con­
tains the additional requirement that these notifications occur "as soon 
as practicable."
The auditor would be required to then notify the board of directors 
directly if the following three conclusions are met:
1. The illegal act has a material effect on the financial statements;
2. Senior management has not taken timely and appropriate reme­
dial action;
3. The failure to take remedial action is reasonably expected to war­
rant either a departure from the auditor's standard report or the 
auditor's resignation from the audit engagement.
After receiving such a report, the board of directors has one business 
day to notify the SEC that it received such a report. If the auditor does 
not receive a copy of the board's notice to the SEC within that one 
business day period, then by the end of the next business day the audi­
tor is required to furnish directly to the SEC a copy of the report given 
to the board.
Section 10A(c)—Private Rights o f Action. This provision states that 
there is no private right of action against auditors based on any find­
ings, conclusions, or statements expressed in their reports to the SEC.
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Section 10A(d)— Civil Money Penalties. This section subjects auditors 
to civil money penalties if the SEC finds in a cease-and-desist proceed­
ing that the auditor willfully failed to comply with the direct reporting 
provisions in Section 10A.
Definition o f an Audit. The proposed amendment would conform the 
definition of audit in Regulation S-X with Section 10A by noting that 
the audit of the financial statements of SEC registrants should be per­
formed in accordance with GAAS as may be modified or supple­
mented by the SEC.
Report Confidentiality. Reports filed under Section 10A would be con­
fidential and exempt from disclosure under the Freedom of Informa­
tion Act.
Securities and Exchange Commission Amendments
In May 1996, the SEC amended its Rules 12g-1, 12g-4 and 12h-3 un­
der the Securities Exchange Act of 1934 (the Exchange Act) to increase 
the total assets threshold for registration and reporting requirements 
from $5 million to $10 million. The rule amendments, which became 
effective immediately, will increase the number of issuers not subject to 
the Act's registration and reporting requirements (for example Forms 
10-K, 10Q, 8-K). The rule amendments will revise:
• Rule 12g-1 so that an issuer will not be required to register under 
section 12(g) until it has 500 or more record holders of a class of 
equity securities and total assets of $10 million or more. The revi­
sion does not change the existing requirements that securities 
traded on national securities exchanges or on the National Asso­
ciation of Securities Dealers, Inc. (NASD) automated quotation 
system (NASDAQ system) be registered pursuant to section 12 of 
the Act.
• Rules 12g-4 and 12h-3 to raise the asset threshold from $5 million 
to $10 million for termination of section 12(g) registration and for 
the suspension of section 15(d) reporting. The rule amendments 
do not change the other tests for the termination of registration 
and for the suspension of reporting. An issuer that conducts a pub­
lic offering registered under the Securities Act of 1933 will con­
tinue to be subject to reporting pursuant to section 15(d) of the 
Exchange Act unless the issuer otherwise becomes eligible to sus­
pend such reporting.
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FOCUS Reports
In February 1996, the SEC approved an NASD requested rule change 
that will—
• Eliminate the requirement for all NASD member firms to file 
monthly FOCUS Part I reports.
• Require monthly filings of a modified FOCUS Part II report only 
for those firms that carry customer accounts and that are subject to 
the reserve computation requirement of SEC Rule 15c3-3 or are 
classified as brokers or dealers under the net capital rule. The 
modified FOCUS Part II report would consist of a balance sheet, 
net capital computation, reserve formula computation, a one-line 
profit and loss figure for the month, and certain financial and op­
erational data.
• Require all firms to file a quarterly FOCUS Part II or IIA report, as 
currently required.
According to the NASD under the rule change, approximately two 
thousand firms that operate on a fully disclosed basis will no longer 
have to file a monthly FOCUS Part I report. In addition, those firms that 
must continue to file monthly will have a simplified filing requirement.
Audit Issues and Developments
Illegal Acts by Clients
During 1996, the United States Justice Department filed a civil com­
plaint in Federal court alleging that two dozen securities firms violated 
antitrust laws by engaging in anticompetitive behavior (price fixing) 
on the NASDAQ exchange. While the auditor does not ordinarily have 
a sufficient basis for recognizing possible violations of laws and regu­
lations when the financial statement effect is indirect, this event, 
though not suggestive of an industry-wide problem, should serve as a 
reminder to auditors of their responsibilities with regard to possible 
illegal acts by clients. Auditors should design their audits to provide 
reasonable assurance of detecting material misstatements resulting 
from illegal acts that have a direct and material effect on the determi­
nation of financial statement amounts. However, an audit performed 
in accordance with GAAS does not include procedures specifically de­
signed to detect illegal acts that would have only an indirect effect on 
the financial statements such as the alleged price-fixing scheme noted 
above. Auditors should, however, be aware of the possibility that such
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illegal acts may have occurred. Specific guidance in this area is set forth 
in SAS No. 54. In May 1996, the AICPA issued an exposure draft of a 
proposed Statement on Auditing Standards—Consideration o f Fraud in a 
Financial Statement Audit and Amendments to Statements on Auditing 
Standards No. 1, Codification of Auditing Standards and Procedures, 
and No. 47, Audit Risk and Materiality in Conducting and Audit. The 
exposure draft is discussed in the "Audit Issues and Developments" 
section of this Audit Risk Alert.
Underwriting Activities
Issuers of securities often engage broker-dealers to underwrite 
their public or private offerings. In such arrangements, the under­
writer (or a syndicate of underwriters) either agree to buy the secu­
rities issued and in turn sell them to the public (commonly referred 
to as a firm commitment), or agree to sell as much of the security 
issue as possible, normally with a minimum requirement to com­
plete the underwriting (best efforts approach). Given the high vol­
ume of underwriting activity during the current year, along with the 
postponement of some IPOs during the summer months, this area 
may present a higher than usual level of audit risk. In auditing a 
broker-dealer's underwriting cycle, some of the procedures to be 
considered by auditors include the following:
• Auditors should consider reviewing underwriting contracts to 
which the broker-dealer is party in order to assess the accounting 
and disclosure implications of the terms and conditions contained 
therein. Additionally, auditors may wish to confirm amounts of 
open contractual commitments as well as assessing management's 
treatment of its underwriting liability for unsold positions. Audi­
tors should give consideration to subsequent events relating to 
such transactions—as set forth under Subsequent Events (AICPA, 
Professional Standards, vol. 1, sec. 560), and to assess whether a pro­
vision for losses arising from unfulfilled commitments is neces­
sary, and if so, whether it has been properly reflected in the 
broker-dealer's financial statements.
• Purchase transactions for newly issued securities may involve the 
payment of a good-faith deposit to the managing underwriter. As 
part of the audit of a broker-dealer acting in this capacity, auditors 
may wish to confirm the client's liability with the participants in 
the offering. Auditors may be confronted with a circumstance in 
which the broker-dealer, as a participant in an offering, has made 
a good-faith payment to a managing underwriter. In such cases,
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the auditor may wish to confirm the client's asset with the manag­
ing underwriter.
• In assessing the completeness and accuracy of a client's recorded 
underwriting commitments, it may be beneficial for auditors to 
monitor announcements in financial periodicals of securities offer­
ings (commonly referred to as tombstones). In those cases in which 
the offering has been advertised, the auditor can determine whether 
the broker-dealer has recorded the commitments pertaining to the 
offerings in which its name appears as manager or participant.
• Underwriters are common targets in shareholder lawsuits. As 
such, in the evaluation of litigation, claims, and assessments, audi­
tors should ascertain the existence of any current or pending legal 
action against the broker-dealer. Auditors should pay particular 
attention to whether the underwriters are jointly or severally liable 
for legal claims arising in connection with the underwriting. Al­
though the liability of participants who are severally liable is lim­
ited to those claims relating to their portion of the securities 
underwritten, those participants who are jointly liable will be re­
sponsible for all claims to the extent that those claims are not satis­
fied by other participants to the underwriting. Auditors should be 
aware of their responsibilities in this area pursuant to SAS No. 12, 
Inquiry o f a Client's Lawyer Concerning Litigation, Claims, and Assess­
ments (AICPA, Professional Standards, vol. 1, sec. 337).
Valuation of Securities
The valuation of investment securities continues to be a prime con­
cern for auditors of broker-dealers. Investments generally represent 
the most significant asset in a broker-dealer's statement of condition. 
Chapter 4, Auditing Considerations, of the AICPA's Audit and Ac­
counting Guide Audits o f Brokers and Dealers in Securities describes the 
estimation of fair values of securities in good faith by management. In 
auditing securities' valuations determined by management, auditors 
should review the information considered by management in deter­
mining the value of the securities, ascertain that the procedures fol­
lowed were reasonable, consider internal control related to the 
estimation process, and read relevant minutes. Auditors should refer 
to SAS No. 57, Auditing Accounting Estimates (AICPA, Professional 
Standards, vol. 1, sec. 342), which provides guidance on obtaining and 
evaluating sufficient competent evidential matter to support signifi­
cant accounting estimates in an audit. In some instances, auditors may 
consider using the work of a specialist in auditing the valuation of such
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securities. SAS No. 73, Using the Work o f a Specialist (AICPA, Professional 
Standards, vol. 1, sec. 336) provides guidance for when auditors decide 
to consider the work of a specialist used. Auditing the valuation of 
such securities is an area that requires a high degree of professional 
judgment and scrutiny to ensure that the carrying amounts approxi­
mate fair value.
On-line Trading
On-line trading initiated from personal computers continues to in­
crease, advanced predominantly by discount brokers. Although on­
line trading has been available for several years to investors who trade 
shares using their broker's in-house software, investors are increas­
ingly being given the option to buy and sell shares by dialing a com­
puter system using a modem on a home computer. One of the nation's 
largest discount brokerage firms is expected to offer investors the op­
tion of trading certain load and no-load mutual funds on its Internet 
web site. Many other discount brokers are expected to follow suit by 
year end. These technological changes are likely to redefine the indus­
try as well as increasing audit risk given that electronic evidence ob­
tained from the client's computer system may not provide the same 
level of assurance as to authenticity and occurrence as do externally 
generated documents. Auditors should consider carefully internal con­
trol related to on-line and Internet trading along with the nature and 
sufficiency of available evidential matter underlying on-line trading 
transactions. The AICPA's Auditing Procedure Study, Audit Implica­
tions o f EDI (Product no. 021060), provides auditors with guidance on 
engagements in an electronic data interchange environment and may 
be helpful in these circumstances. Additionally, the AICPA recently 
issued an exposure draft of a proposed SAS, Amendment to SAS No. 31, 
Evidential Matter. The proposed SAS addresses certain issues related to 
evidential matter in electronic form as discussed in the "AICPA Expo­
sure Drafts: Proposed SASs" section of this Audit Risk Alert.
Service Auditor's Reports
Broker-dealers frequently use the services of fund custodians, trans­
fer agents, and other service organizations that affect assertions in a 
broker-dealer's financial statements. In obtaining an understanding of 
a broker-dealer's internal control and assessing control risk, auditors 
should carefully consider the functions and processing performed by 
such service organizations. SAS No. 70, Reports on the Processing o f 
Transactions by Service Organizations (AICPA, Professional Standards,
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vol. 1, AU sec. 324), provides guidance to auditors of entities, including 
broker-dealers, that use service organizations. SAS No. 70 may specifi­
cally impact custodian and transfer agent third-party internal control 
reports, as well as multiple-class fund design and operation reporting 
on expense allocation and the calculation of net asset value per share 
and distributions.
SAS No. 55 requires an auditor to obtain an understanding of an 
entity's internal control sufficient to plan the audit. If a broker- 
dealer uses a service organization, control activities at the service 
organization that affect the functions or processing performed by 
the service organization may have a significant effect on assertions 
in the broker-dealer's financial statements. For this reason, planning 
the audit of a broker-dealer may require that the auditor gain an 
understanding of control activities performed by a service organiza­
tion. If a broker-dealer relies on a service organization's control ac­
tivities over the processing of transactions that are material to the 
broker-dealer's financial statements, these control activities should 
be considered by the auditor.
One method of obtaining information about these control activities is 
to get a service auditor's report as described in SAS No. 70. Auditors 
frequently ask whether it is necessary to obtain a service auditor's re­
port if their clients use service organizations. The fact that an entity 
uses a service organization does not, in itself, mean that such a report 
must be obtained. In certain situations, the broker-dealer may imple­
ment control activities that will obviate the need for a service auditor's 
report. In such circumstances, the broker-dealer is not relying on the 
service organization's controls.
Some additional factors that may be considered in determining 
whether to obtain a service auditor's report are the following:
• Whether the transactions or accounts affected by the service or­
ganization are material to the broker-dealer's financial statements
• The extent to which the user organization retains responsibility for 
authorizing the transactions and maintaining the related accountability
• The availability of other information (for example, user manuals, 
system overviews, and technical manuals) at the broker-dealer 
(Such information may provide the auditor with sufficient infor­
mation to plan the audit.)
The AICPA Auditing Procedure Study, Implementing SAS No. 70, 
Reports on the Processing o f Transactions by Service Organizations 
(Product no. 021056) can provide auditors with additional guidance 
in this area.
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New Pronouncements
Auditing Standards
SAS No. 75. In September 1995, the ASB issued SAS No. 75, Engage­
ments to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or 
Items o f a Financial Statement (AICPA, Professional Standards, vol. 1, AU 
sec. 622), which provides guidance to an accountant concerning per­
formance and reporting in all engagements to apply agreed-upon pro­
cedures to specified elements, accounts, or items of a financial 
statement, except for certain circumstances, as discussed in the State­
ment. The Statement is effective for reports on engagements to apply 
agreed-upon procedures dated after April 3 0 , 1996, with earlier appli­
cation encouraged.
SAS No. 76. In September 1995, the ASB issued SAS No. 76, Amend­
ments to Statement on Auditing Standards No. 72, Letters for Underwriters 
and Certain Other Requesting Parties (AICPA, Professional Standards, 
vol. 1, AU sec. 634). The Statement provides reporting guidance and an 
example of a letter, actually a form of agreed-upon procedures report, 
that the accountant can provide in response to a request to provide a 
comfort letter in circumstances in which the party requesting the letter 
is not willing to provide the accountant with the representations re­
quired in paragraphs 6 and 7 of SAS No. 72. The Statement is effective 
for letters issued pursuant to paragraph 9 of SAS No. 72 after April 30, 
1996.
SAS No. 77. In November 1995, the ASB issued SAS No. 77, Amend­
ments to SAS No. 22, Planning and Supervision, No. 59, The Auditor's 
Consideration of an Entity's Ability to Continue as a Going Concern, 
and No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU 
secs. 311, 341, and 623), which, among other things, clarifies that a 
written audit program should be prepared in every audit and pre­
cludes the use of conditional language in the auditor's explanatory 
paragraph to indicate that there is substantial doubt about the entity's 
ability to continue as a going concern. Such reports frequently are pre­
pared in connection with an underwriting of a closed-end fund. SAS 
No. 77 is effective for engagements beginning after December 15 , 1995.
SAS No. 78. In December 1995, the ASB issued SAS No. 78, Consid­
eration o f Internal Control in a Financial Statement Audit: An Amendment to 
Statement on Auditing Standards No. 55 which revises the definition and 
description of internal control contained in the Statements on Auditing 
Standards to recognize the definition and description contained in In­
ternal Control—Integrated Framework (the COSO Report), published by
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the Committee of Sponsoring Organizations of the Treadway Commis­
sion. This Statement is effective for audits of financial statements for 
periods beginning on or after January 1 ,  1997, with earlier application 
permitted.
SAS No. 79. In December 1995, the ASB issued SAS No. 79, Amend­
ment to Statement on Auditing Standards No. 58, Reports on Audited Fi­
nancial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508), 
which eliminates the requirement that, when certain criteria are met, the 
auditor add an uncertainties explanatory paragraph to the auditor's re­
port. SAS No. 79 also clarifies and reorganizes the guidance in SAS No. 
58 concerning emphasis paragraphs, matters involving uncertainties, 
and disclaimers of opinion. Such uncertainties may include the valu­
ation of illiquid investments or those investments for which a readily 
ascertainable market value does not exist. This Statement does not affect 
SAS No. 59 nor preclude the auditor from adding a paragraph to the 
auditor's report to emphasize a matter disclosed in the financial state­
ments. This Statement is effective for reports issued or reissued on or 
after February 2 9 , 1996, with earlier application permitted.
A table outlining the significant provisions of the newly issued audit­
ing standards is set forth in the Exhibits section of this Audit Risk Alert.
Attestation Standards
SSAE No. 4. In September 1995, the ASB issued Statement on Stand­
ards for Attestation Engagements (SSAE) No. 4, Agreed-Upon Proce­
dures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600). 
SSAE No. 4 sets forth attestation standards and provides guidance on 
the performance and reporting in all agreed-upon procedures engage­
ments, except for in certain circumstances, and is effective for reports 
on agreed-upon procedures engagements dated after April 30, 1996. 
SSAE No. 4 generally should be used when applying agreed-upon pro­
cedures to nonfinancial statement subject matter. In addition, SSAE 
No. 4 requires a written assertion from management as a condition of 
engagement performance. Reporting on security counts performed 
pursuant to Rules 17f-1 and 17f-2 of the 1940 Act should follow SSAE 
No. 4. The SEC staff notes that SSAE No. 4 is not accepted for 17f-1 or 2 
reports.
SSAE No. 5. In November 1995, the ASB issued SSAE No. 5, Amend­
ment to Statement on Standards for Attestation Engagements No. 1, Attesta­
tion Standards (AICPA, Professional Standards, vol. 1, AT sec. 100). This 
amendment provides guidance on the quantity, type, and content of 
working papers for attestation engagements and is effective for en­
gagements beginning after December 15 , 1995.
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SSAE No. 6. In December 1995, the ASB issued SSAE No. 6, Report­
ing on an Entity's Internal Control Over Financial Reporting: An Amend­
ment to Statement on Standards for Attestation Engagements No. 2 (AICPA, 
Professional Standards, vol. 1, AT sec. 400). This amendment conforms 
the description of elements of an entity's internal control to the compo­
nents of internal control contained in SAS No. 78 (see discussion in the 
preceding section) and Internal Control—Integrated Framework. The 
amendment is effective for an examination of management's assertion 
when the assertion is as of or for the period ending December 15 , 1996, 
or thereafter. Early application of the provisions of this Statement is 
permitted.
Quality Control Standards. In May 1996, the ASB issued Statement on 
Quality Control Standards (SQCS) No. 2, System of Quality Control for a 
CPA Firm's Accounting and Auditing Practice (AICPA, Professional Stand­
ards, QC sec. 20) and No. 3, Monitoring a CPA Firm's Accounting and 
Auditing Practice (AICPA, Professional Standards, QC sec. 30). SQCS No. 
2 supersedes SQCS No. 1, System of Quality Control for a CPA Firm and 
System o f Quality Control for a CPA Firm: Interpretations o f  QC Section 10 
(AICPA, Professional Standards, vol. 2, QC secs. 10 and 10-1). The provi­
sions of these Statements are applicable to a CPA firm's system of qual­
ity control for its accounting and auditing practice as of January 1, 
1997.
SQCS No. 2 redefines a firm's accounting and auditing practice to 
include all audit, attest, and accounting and review services for which 
professional standards have been established by the ASB or the Ac­
counting and Review Services Committee under Rules 201, General 
Standards, and 202, Compliance With Standards, of the AICPA Code 
of Professional Conduct (AICPA, Professional Standards, vol. 2, ET secs. 
201 and 202). The definition of a firm's accounting and auditing prac­
tice has been revised to include engagements performed under SSAEs 
issued by the ASB. These standards had not been issued when SQCS 
No. 1 was promulgated. Also, the new standard replaces the nine spe­
cific elements discussed in SQCS No. 1 with the following five broad 
elements—independence, integrity, and objectivity; personnel man­
agement; acceptance and continuance of clients and engagements; en­
gagement performance; and monitoring. SQCS No. 3 provides 
guidance on how a firm can implement the new monitoring element of 
a quality control system in its accounting and auditing practice.
New Independence Standards
The second general auditing standard, "Independence" (AICPA, 
Professional Standards, vol. 1, AU sec. 220.07) provides that in all mat­
21
ters relating to the assignment, an independence in mental attitude is 
to be maintained by the auditor or auditors. The precepts established 
to guard against the presumption of loss of independence are con­
tained in the AICPA's Code o f Professional Conduct (AICPA, Professional 
Standards, vol. 2, ET sec.). Recently issued standards relating to inde­
pendence are enumerated in the following sections.
Ethics Ruling—Indemnification o f a Client. The AICPA Professional 
Ethics Executive Committee issued Ethics Ruling No. 102, Member's 
Indemnification o f a Client, as published in the January 1996 Journal o f  
Accountancy. This ruling states that auditors should not enter into 
agreements that would require them to indemnify their client for dam­
ages, losses, or costs arising from lawsuits, claims, or settlements that 
relate, directly or indirectly, to client acts, or their independence will be 
impaired. In assessing their independence, auditors of investment 
companies should consider the implication of indemnification ar­
rangements requested by their clients, in light of this new ethics ruling.
Extended Audit Services. The AICPA Professional Ethics Executive 
Committee issued the following independence standards relating to 
providing extended audit services:
• Ethics Interpretation 101-13—Extended Audit Services
• Ethics Ruling No. 97—Performance o f Certain Extended Audit Services
• Ethics Ruling No. 103—Member Providing Attest Report on Internal 
Controls
• Ethics Ruling No. 104—Member Providing Operational Auditing 
Services
• Ethics Ruling No. 105—Frequency o f Performance o f Extended Audit 
Procedures
The complete text of the standards shown above were published in 
the August 1996 edition of the AICPA's Journal o f Accountancy and be­
came effective upon publication.
AICPA Exposure Drafts: Proposed SASs
Consideration o f Fraud in a Financial Statement Audit. In May 1996, 
the AICPA issued an exposure draft of a Proposed Statement on Audit­
ing Standards—Consideration of Fraud in a Financial Statement Audit 
and Amendments to Statements on Auditing Standards No. 1, Codifica­
tion o f Auditing Standards and Procedures, and No. 47, Audit Risk and
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Materiality in Conducting and Audit. The proposed Statement would 
provide expanded operational guidance on the consideration of fraud 
in conducting a financial statement audit. The proposed changes in 
auditing standards also clarify the auditor's present responsibility to 
plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free from material misstatement, 
whether caused by error or fraud. In addition, the proposed changes 
provide added guidance on the standard of due professional care in 
the performance of work, including the need to exercise professional 
skepticism, and the concept of reasonable assurance. In addition to 
amending SAS Nos. 1 and 47, the proposed statement would:
• Describe fraud and its characteristics.
• Require the auditor to specifically assess the risk of material mis­
statement due to fraud and provide categories of fraud risk factors 
that should be considered in the auditor's assessment.
• Provide guidance on how the auditor should respond to the re­
sults of the assessment.
• Provide guidance on the evaluation of audit test results as they 
relate to the risk of material misstatement due to fraud.
• Describe related documentation requirements.
• Provide guidance regarding the auditor's communication about 
fraud to management, the audit committee, and others.
Amendment to SAS No. 31, Evidential Matter. In May 1996, the AICPA 
issued an exposure draft of a proposed SAS, Amendment to Statement on 
Auditing Standards No. 31, Evidential Matter. This proposed Statement 
would provide guidance for a practitioner who has been engaged to 
audit an entity's financial statements where significant information is 
transmitted, processed, maintained, or accessed electronically. The pro­
posed Statement would include examples of evidential matter in elec­
tronic form and provide that an auditor should consider the time during 
which such evidential matter exists or is available in determining the 
nature, timing, and extent of substantive tests. In addition, the proposed 
Statement would indicate that an auditor may determine that, in certain 
engagement environments where evidential matter is in electronic 
form, it would not be practical or possible to reduce detection risk to an 
acceptable level by performing only substantive tests. The proposed 
Statement would provide that in such circumstances, an auditor should 
consider performing tests of controls to support an assessed level of 
control risk below the maximum for affected assertions.
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Accounting for Transfers and Servicing of Financial Assets and 
Extinguishment of Liabilities
In June 1996, the FASB issued FASB Statement No. 125, Accounting 
for Transfers and Servicing o f Financial Assets and Extinguishment o f Liabili­
ties. This Statement provides accounting and reporting standards for 
transfers and servicing of financial assets and extinguishment of liabili­
ties. Those standards are based on consistent application of a financial- 
components approach that focuses on control. Under that approach, 
after a transfer of financial assets, an entity recognizes the financial and 
servicing assets it controls and the liabilities it has incurred, derecog­
nizes financial assets when control has been surrendered, and derecog­
nizes liabilities when extinguished. This Statement provides consistent 
standards for distinguishing transfers of financial assets that are sales 
from transfers that are secured borrowings.
A transfer of financial assets in which the transferor surrenders 
control over those assets is accounted for as a sale to the extent that 
consideration other than beneficial interest in the transferred assets 
is received in exchange. The transferor has surrendered control over 
transferred assets if and only if all of the following conditions are 
met:
1. The transferred assets have been isolated from the transferor— 
put presumptively beyond the reach of the transferor and its 
creditors, even in bankruptcy or other receivership.
2. Either (a) each transferee obtains the right—free of conditions that 
constrain it from taking advantage of that right—to pledge or ex­
change the transferred assets or (b) the transferee is a qualifying 
special-purpose entity and the holders of beneficial interests in 
that entity have the right—free of conditions that constrain them 
from taking advantage of that right—to pledge or exchange those 
interests.
3. The transferor does not maintain effective control over the trans­
ferred assets through (a) an agreement that both entitles and obli­
gates the transferor to repurchase or redeem them before their 
maturity or (b) an agreement that entitles the transferor to repur­
chase or redeem transferred assets that are not readily obtainable.
FASB Statement No. 125 requires that liabilities and derivatives in­
curred or obtained by transferors as part of a transfer of financial assets 
be initially measured at fair value, if practicable. It also requires that 
servicing assets and other retained interest in transferred assets be
Accounting Issues and Developments
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measured by allocating the previous carrying amount between the as­
sets sold, if any, and retained interests, if any, based on their relative 
fair values at the date of the transfer.
FASB Statement No. 125 requires that servicing assets and liabilities 
be subsequently measured by (a) amortization in proportion to and 
over the period of estimated net servicing income or loss and (b) assess­
ment for asset impairment or increased obligation based on their fair 
values.
FASB Statement No. 125 requires that debtors reclassify financial 
assets pledged as collateral and that secured parties recognize those 
assets and their obligation to return them in certain circumstances in 
which the secured party has taken control of those assets.
FASB Statement No. 125 requires that a liability be derecognized if 
and only if either (a) the debtor pays the creditor and is relieved of its 
obligation for the liability or (b) the debtor is legally released from 
being the primary obligor under the liability either judicially or by the 
creditor. Therefore, a liability is not considered extinguished by an in­
substance defeasance.
FASB Statement No. 125 provides implementation guidance for as­
sessing isolation of transferred assets and for accounting for transfers 
of partial interest, servicing of financial assets, sercuritizations, trans­
fers of sales-type and direct financial lease receivables, securities lend­
ing transactions, repurchase agreements including "dollars rolls," 
"wash sales," loan syndications and participations, risk participations 
in banker's acceptances, factoring arrangements, transfers of receiv­
ables with recourse, and extinguishment of liabilities.
FASB Statement No. 125 supersedes FASB Statements No. 76, Extin­
guishment o f Debt, and No. 77, Reporting by Transferors for Transfers o f 
Receivables with Recourse. This Statement amends FASB Statement No. 
115 to clarify that a debt security may not be classified as held-to-ma­
turity if it can be prepaid or otherwise settled in such a way that the 
holder of the security would not recover substantially all of its re­
corded investment. This Statement amends and extends to all servicing 
assets and liabilities the accounting standards for mortgage servicing 
rights now in FASB Statement No. 65, Accounting for Certain Mortgage 
Banking Activities, and supersedes FASB Statement No. 122, Accounting 
for Mortgage Servicing Rights. This Statement also supersedes Technical 
Bulletins No. 84-4, In-Substance Defeasance o f Debt, No. 85-2, Accounting 
for Collateralized Mortgage Obligations (CMOs) and No. 87-3, Accounting 
for Mortgage Servicing Fees and Rights.
FASB Statement No. 125 is effective for transfers and servicing of 
financial assets and extinguishment of liabilities occurring after De­
cember 31, 1996, and is to be applied prospectively. Earlier or retroac­
tive application is not permitted.
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Disclosures about Fair Value o f Financial Instruments. FASB Statement 
No. 107, Disclosures about Fair Value o f Financial Instruments, issued in 
December 1991, was effective for financial statements issued for fiscal 
years ending after December 15, 1992. However, for entities with less 
than $150 million in total assets as of that date, the effective date was 
extended to fiscal years ending after December 15, 1995. In that a siz­
able portion of broker-dealers may be smaller enterprises, financial 
statements for years ended during 1996 will be subject to the provi­
sions contained therein. In such circumstances, auditors should con­
sider whether management has made all disclosures required by FASB 
Statement No. 107. In September 1996, the FASB issued an exposure 
draft of a proposed Statement of Financial Accounting Standards, 
Elimination o f Certain Disclosures about Financial Instruments by Small 
Nonpublic Entities, which, if adopted, would exempt certain small enti­
ties from the requirements of Statement No. 107.
FASB Statement No. 107 requires disclosure of the fair value of financial 
instruments, both assets and liabilities recognized and not recognized in 
the statement of financial position, for which it is practicable to estimate 
fair value. If estimating fair value is not practicable, the Statement requires 
disclosure of descriptive information pertinent to estimating the value of 
a financial instrument. Certain financial instruments (for example, lease 
contract, deferred-compensation arrangements, and insurance contracts) 
are excluded from the scope of the Statement.
Disclosures about Derivative Financial Instruments. FASB Statem ent 
No. 119, Disclosure about Derivative Financial Instruments and Fair Value 
o f Financial Instruments, issued in October 1994, was effective for finan­
cial statements issued for fiscal years ending after December 1 5 , 1994. 
However, for entities with less than $150 million in total assets as of 
that date, the effective date was extended to fiscal years ending after 
December 15 , 1995.
FASB Statement No. 119 requires disclosures about derivative finan­
cial instruments futures, forward, swap, and option contracts, and 
other financial instruments with similar characteristics. It also amends 
existing requirements of FASB Statement No. 105, Disclosure o f Informa­
tion about Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations o f Credit Risk to require disaggregation 
of information about financial instruments with off-balance-sheet risk 
of accounting loss by class, business activity, risk, or other category 
that is consistent with the entity's management of those instruments. 
The Statement also amends FASB Statement No. 107, Disclosures about 
Fair Value o f Financial Instruments to require that fair value information 
be presented without combining, aggregating, or netting the fair value
Delayed Effective Dates—Accounting Pronouncements
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of derivative financial instruments with the fair value of nonderivative 
financial instruments and be presented together with the related carry­
ing amounts in the body of the financial statements, a single footnote, 
or a summary table in a form that makes it clear whether the amounts 
represent assets or liabilities.
Auditors should consider whether the provisions of FASB Statement 
No. 119 apply to their broker-dealer clients, and if so, evaluate whether 
the client's financial statement disclosures are adequate and appropri­
ate in view of the requirements set forth therein.
Restructurings
During the current year, the securities industry has continued its 
efforts to trim the costs of operations and has seen an increase in the 
number of mergers and acquisitions. Restructuring often accompanies 
these activities as redundant functions are eliminated and existing ar­
eas streamlined. Restructuring charges typically include employee-re­
lated costs, costs associated with the elimination and reduction of 
product lines, and costs related to the consolidation of operations. Re­
structuring charges also include asset writedowns and losses on the 
disposal of assets. If broker-dealers implement restructuring pro­
grams, auditors should consider the impact of the reductions in 
personnel on operations and on the entity's internal control, the appro­
priateness and completeness of recorded liabilities relating to current 
restructuring plans, and the appropriate period for reporting the costs 
associated with restructurings.
In considering restructuring liabilities and costs, auditors should be 
aware of FASB Emerging Issues Task Force (EITF) Issue No. 94-3, Li­
ability Recognition for Certain Employee Termination Benefits and Other 
Costs to Exit an Activity (Including Certain Costs Incurred in a Restructur­
ing), for authoritative guidance on the appropriate accounting for re­
structurings. EITF Issue No. 94-3 also provides guidance on the types 
of costs that should be accrued and the timing of recognition of restruc­
turing charges. It also prescribes disclosures that should be included in 
the financial statements.
For publicly held entities, SEC Staff Accounting Bulletin (SAB) No. 
67 (Topic 5P), Income Statement Presentation o f Restructuring Charges, re­
quires that restructuring charges be reported as a component of in­
come from continuing operations.
FASB Exposure Draft
The FASB has issued an exposure draft of a proposed Statement of 
Financial Accounting Standards, Accounting for Derivative and Similar 
Financial Instruments and for Hedging Activities, which if adopted would
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establish accounting and reporting standards for derivative financial 
instruments and other similar financial instruments and for hedging 
activities. The proposed Statement would be effective for fiscal years 
beginning after December 15, 1997, with earlier application permitted 
only as of the beginning of a fiscal year that begins after the issuance of 
the final Statement. The comment deadline is October 1 1 , 1996.
Exhibit
Significant Provisions of Newly Issued SASs
Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 75, Engagements 
to Apply Agreed-Upon 
Procedures to Specified 
Elements, Accounts, or 
Items of a Financial 
Statement
SAS No. 35 Prohibits negative 
assurance.
Provides guidance 
concerning the 
conditions for 
performing agreed-upon 
procedures engagements; 
the nature, timing, and 
extent of the procedures; 
the responsibilities of 
practitioners and 
specified users; and 
reporting on 
agreed-upon procedures.
SAS No. 76, Amendments 
to SAS No. 72, Letters for 
Underwriters and Certain 
Other Requesting Parties
SAS No. 72 Specifies the form of 
letter to be provided by 
the accountant in 
circumstances in which a 
comfort letter is 
requested but the 
requesting party has not 
provided a 
representation letter.
SAS No. 77, Amendments 
to SAS No. 22, Planning 
and Supervision, No. 59, 
The Auditor's 
Consideration of an 
Entity's Ability to 
Continue as a Going 
Concern, and No. 62, 
Special Reports
SAS Nos. 22, 59, 
and 62
Clarifies that a written 
audit program should be 
prepared.
Precludes the use of 
conditional language in a 
going concern report.
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Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 78, Consideration 
of Internal Control in a 
Financial Statement Audit: 
An Amendment to SAS No. 
55
SAS No. 55 Recognizes the COSO 
definition of internal 
control.
SAS No. 79, Amendment to 
SAS No. 58, Reports on 
Audited Financial 
Statements
SAS No. 58 Eliminates the 
requirement to add an 
uncertainties paragraph to 
the auditor's report (does 
not affect SAS No. 59).
Information Sources
Further information on matters addressed in this Audit Risk Alert is 
available through various publications and services listed in the table 
at the end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership re­
quirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes Securities Industry Developments— 
1995/96.
*  *  *  *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert—
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1996/97 and Compilation and Review Alert—1996/97, which may be ob­
tained by calling the AICPA Order Department at the number below 
and asking for product no. 022194 (audit) or 060674 (compilation and 
review).
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